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AUDITING INVENTORIES — PHYSICAL OBSERVATIONS
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NOTICE TO READERS
This practice alert is intended to provide auditors with information that may help them improve the efficiency and effectiveness of their
audits. This document has been prepared by the SEC Practice Section Professional Issues Task Force and is based on the experiences of
the individual members of the task force and matters arising from litigation and peer reviews. It has not been approved, disapproved or
otherwise acted upon by any committee of the AICPA.

Introduction

The inventories of most commercial entities,
especially those of manufacturers or distrib
utors, are material to their financial state
ments. By its nature, accounting for inventories is
complex and generally involves a great deal of
detail and is therefore susceptible to inadvertent
errors. For similar reasons and the fact auditors
test only a portion of the inventories, there exists
more than a low risk for manipulation if manage
ment is disposed toward financial statement fraud.
This practice alert discusses some ways in
which inventory frauds have been perpetrated and
presents information that might help prevent such
frauds from going undetected. It deals primarily
with issues related to the physical existence of
inventories. It does not cover matters pertaining
to inventory obsolescence, pricing or costing.
Inventory Fraud Schemes/Techniques

Unfortunately, in many cases of inventory fraud,
client personnel at various levels knowingly
participated and assisted in the scheme.
The following are examples of inventory frauds:
■ Including inventory that is not what it is
claimed to be or valuing nonexistent inventory.
Examples are:
- Empty boxes or “hollow squares” in
stacked goods.
- Mislabelled boxes containing scrap, obsolete
items or lower value materials.

- Consigned inventory, inventory that is rented,
or traded-in items for which credits have not
been issued.
- Diluted inventory so it is less valuable
(e.g., adding water to liquid substances).
■ Increasing or otherwise altering the inventory
counts for those items the auditor did not
test count.
■ Programming the computer to produce
fraudulent physical quantity tabulations or
priced inventory listings.
■ Manipulating the inventory counts/compilations
for locations not visited by the auditor.
■ Double-counting inventory in transit
between locations.
■ Physically moving inventory and counting it
at two locations.
■ Including in inventory merchandise recorded
as sold but not yet shipped to a customer
(“bill and hold sales”).
■ Arranging for false confirmations of inventory
held by others.
■ Including inventory receipts for which corres
ponding payables had not been recorded.
■ Overstating the stage of completion of work-inprocess.
■ Reconciling physical inventory amounts to
falsified amounts in the general ledger.
■ Manipulating the “roll-forward” of an inventory
taken before the financial statement date.
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When the observation requires the use of person
nel from another office or another CPA firm, adequate
planning also enables the auditor to provide clear,
comprehensive instructions about the scope of the
engagement, the important risk factors, the rele
vant controls, cutoff procedures, and the expected
level of reliance to be placed on internal controls.

Planning Considerations

Even though there are numerous ways inventory
frauds can be orchestrated, a well planned audit—
appropriately executed with professional skepti
cism—can thwart many inventory falsification
schemes. The audit procedures to be applied stem
from and arc responsive to the auditor’s assessment
of risk (i.e., What could go wrong?). The use of
analytical procedures (e.g., review of preliminary
high-to-low inventory-value listings or comparison
of year-to-year quantities) in planning the audit
often helps identify inventory locations, areas or
items for specific attention or greater scrutiny
during and after the physical count.
To plan an appropriate and effective inventory
observation, it is important for the engagement team
leaders to have an understanding of the client’s
business, its products, its computer processing
applications and relevant controls before the
physical count occurs, including knowledge of
the physical inventory or cycle count procedures
and the inventory summarization, pricing and
cutoff procedures.
When a client plans to count inventories at
various dates or at a date other than that of the
financial statements, the early consideration of its
business, internal controls and their effectiveness,
and cutoff procedures is especially important.
Heightened risks or the lack of adequate internal
controls may suggest that the inventory should be
taken and observed at year end.
An appropriate understanding of the client’s
business systems, relevant computer processing
applications and inventory procedures helps
determine the experience needed by the personnel
assigned to observe the physical count and their
individual responsibilities. Assigning junior
personnel to observe the count at a complex
manufacturing operation may or may not be
prudent, depending on the extent of on-site
supervision provided. Similarly, work-in-process
inventory presents completion/valuation issues
that may call for a more experienced auditor.

The Actual Physical Count

■ The risk of inclusion of duplicate or fictitious
items is higher in areas and for items not test
counted by the auditor. Testing some counts
made by all count teams at locations visited and
ensuring that hard-to-count items are test counted
helps minimize the risk of misstatement.
■ Applying analytical procedures to the final
priced-out inventory summarizations can help
identify inventory items that might require
additional audit scrutiny.
■ Although client personnel arc often helpful to the
auditor making test counts, making test counts of
which client personnel are unaware provides added
assurance. The auditor can also record the details
of some quantities that the auditor did not actually
count for comparison with the final inventory
listing. Also, the auditor needs to maintain appro
priate control over the audit work papers so the
client is not aware of the details of the test counts.
■ Because the description on a container may not
always match the goods inside, it is a good idea
to open some containers or packages. Checking
for empty containers or “hollow squares” (i.e.,
spaces between stacks of boxes) and verifying the
units of measure on tags or count sheets are mean
ingful procedures. When observing work-in-process
inventory, the auditor also needs to consider the
reasonableness of the recorded stage of completion.
■ When incorrect counts are observed, the auditor
considers the nature and significance of the
errors and whether to increase the extent of test
counts or expand other procedures. Recounts of
particular areas or the work of particular count
teams may be necessary.
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■ Scanning inventory tags or count sheets for
unusual or unreasonable quantities and
descriptions is a useful technique to verify
their propriety. Subsequent to the physical
count, it may be desirable to test large or
unusual inventory quantities or items with
large extended values that were not test
counted during the observation.
■ The need to monitor the client’s control over
the physical count tags or sheets used should
not be downplayed or overlooked. Paying close
attention to tag/count sheet control procedures
helps avoid the inclusion of improper items
and ensures appropriate items are included in
the final inventory listing.

Inventories Held for or by Others

Ascertaining whether all inventory items on
hand arc the property of the client can be difficult
in some situations. A client’s procedures for identi
fying, segregating and excluding from inventory
goods held on consignment should be considered.
Requesting information from selected suppliers
about such goods helps in this regard. Once
consignment goods have been identified, noting
the descriptions, quantities, serial numbers and
shipping advice numbers for some items will
help the auditor determine whether those items
were properly excluded from the client’s
inventory.
When a client consigns inventory to others
or stores merchandise at a third-party location,
written confirmation of the goods held is ordinarily
obtained directly from the custodian. If such
goods are significant in amount, one or more of
the procedures discussed in AU section 331.14,
“Inventories Held in Public Warehouses,” which
include visits to such locations and observation
of physical counts, may be appropriate.

Multiple Locations

Knowledge of all inventory locations is necessary
to prevent the exclusion of any area(s) from
audit consideration. Following arc a few matters
for auditors to consider related to multiple
inventory locations.
To help discourage the shifting of inventory
from one location to another, the merits of
taking the physical inventory at all significant
locations at the same time should be considered.
When the physical count at each significant
location will not be observed, informing
management that observations will be
performed at some locations without advance
notice might help discourage the manipulation
of the quantity or quality of the inventory. For
locations not visited, the auditor may perform
alternative procedures to detect material mis
statements. Comprehensive analytical proce
dures subsequently applied to priced-out
inventory summarizations may be one such
technique (e.g., the analysis of year-to-year
inventories by location, the relationship of
inventory to sales levels, etc.). However, the
auditor needs to remember that analytical proce
dures may not always detect erroneous changes
in inventory.

Use of Specialists

An auditor is not expected to possess the
expertise of a specialist trained or qualified in
another profession or occupation. Consequently,
use of a specialist in certain situations to deter
mine quantities (e.g., stockpiled materials,
mineral reserves) or to value special-purpose
inventory (e.g., high-technology materials or
equipment, chemicals, works of art, precious
gems) or to measure the stage of completion of
long-term contracts may be appropriate. If the
specialist used is affiliated or otherwise has a
relationship with the client, the auditor will want
to consider the need to perform procedures or
otherwise test some or all of the specialist’s
assumptions, methods and findings. This will
provide information about the reasonableness
of the findings. Alternatively, the auditor could
engage another specialist for this purpose.
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Post-Observation Matters

The extent of audit procedures required normally
increases when the inventory observation is
performed at a date other than the balance
sheet date. The extent and nature of the increase
depends on the nature of the client’s business,
the type of inventory, inventory turnover period,
the records maintained, the strength of the related
internal controls, and the time interval between
the observation and the date of the balance sheet.
Interim physical inventories or the client’s use of
cycle count programs present different audit risks
warranting careful assessment of controls, and by
extension, different audit tests. This assessment
of audit risks and key controls and the focused
testing thereof, along with appropriate analytical
procedures, are important audit procedures to
consider in these circumstances. The guidance
in AU section 313, “Substantive Tests Prior to
the Balance-Sheet Date,” is relevant in these
circumstances.
Testing significant items in the reconciliation of
the physical inventory to the general ledger helps
identify inadvertent errors along with intentional
misstatements. Significant reconciling items for
those locations where the physical counts were not
observed by the auditor generally merit scrutiny.
Goods in-transit and inventory transfers between

affiliates, locations or departments are tested
to ascertain their existence and to determine
the propriety of their inclusion or exclusion.
Conclusion

Unfortunately, there are no foolproof methods
for assuring that all inventory counts are free
from inadvertent or intentional misstatement. No
audit will necessarily detect all fraudulent activity,
especially when collusion to mislead the auditors
occurs among client personnel or with third
parties. However, understanding the client’s
business, its count procedures and controls and
a resulting careful assessment of where and how
quantity error might occur helps reduce the risk
of inadvertent or intentional misstatement.
Appropriate planning for the physical inventory
observation together with healthy audit skepti
cism can effectively reduce the incidence of
inventory misstatements.
This practice alert is not a complete list
of all audit procedures, nor is every procedure
discussed herein applicable in all circumstances.
Additional information on this important subject
is provided in the AICPA’s Auditing Procedures
Study, Audits of Inventories (Product No. 021045MJ,
$25). The AICPA Order Department may be
reached at 1-800-862-4272.

Comments or questions on this alert should be directed to the AICPA Division for CPA Firms at 1-800-CPA-FIRM.

